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PART I 
 

FINANCIAL INFORMATION 
 
Item 1.  Consolidated Condensed Financial Statements 
 

DIGITAL LIGHTWAVE, INC. 
 

CONSOLIDATED CONDENSED BALANCE SHEETS 
(In thousands, except share data) 

 
 

   March 31,  December 31, 
   2003  2002 
   (Unaudited)   
  ASSETS 

Current assets: 
 Cash and cash equivalents  $                124  $              612 
 Restricted cash and cash equivalents                 2,182               2,405 
 Short-term investments                      -                 1,527 
 Accounts receivable, less allowance of $2,033 and $2,394 in 2003 and 2002, respectively                 2,768               4,423 
 Notes receivable                    366               1,166 
 Inventories, net               13,977             14,790 
 Prepaid expenses and other current assets                 7,244               3,910 
  Total current assets               26,661              28,833 
Property and equipment, net                 8,053             10,993 
Other assets                 1,274               2,572 
  Total assets  $           35,988   $         42,398 
   

  LIABILITIES AND STOCKHOLDERS' EQUITY (DEFICIT) 
Current liabilities: 
 Accounts payable and accrued liabilities  $           17,843 $         12,828 
 Capital leases payable               12,375            12,675 
 Accrued litigation charge                 5,612              5,612 
  Total current liabilities               35,830            31,115 
Notes payable to related party                 1,900                    -
Other long-term liabilities                    416                 519 
  Total liabilities               38,146            31,634 
Stockholders' equity (deficit): 
 Preferred stock, $.0001 par value; authorized 20,000,000 
  shares; no shares issued or outstanding                  -                    -
 Common stock, $.0001 par value; authorized 200,000,000 
  shares; issued and outstanding 31,440,733 and 
  31,406,365 shares in 2003 and 2002, respectively                        3                     3 
 Additional paid-in capital               81,033            80,855 
 Accumulated deficit             (83,170)           (69,988)

 Accumulated other comprehensive loss                    (24)                (106)
  Total stockholders' equity (deficit)               (2,158)            10,764 
  Total liabilities and stockholders' equity (deficit)  $           35,988 $         42,398 
 
The accompanying notes are an integral part of these consolidated condensed financial statements. 

1  



 
 

DIGITAL LIGHTWAVE, INC. 
 

CONSOLIDATED CONDENSED STATEMENTS OF OPERATIONS 
(Unaudited) 

(In thousands, except share and per-share data) 
 
  
   Three Months Ended 
   March 31, 
      
   2003  2002 
      
Net sales  $             1,616    $             6,299 
Cost of goods sold                 1,281                   3,543 
 Gross profit                    335                   2,756 
Operating expenses:    
 Engineering and development                 2,963                   3,332 
 Sales and marketing                 2,809                   2,458 
 General and administrative                 2,862                   1,387 
 Restructuring charges                    991                   1,300 
 Impairment of long-lived assets 3,302                  -   
  Total operating expenses               12,927                   8,477 
Operating loss             (12,592)                (5,721) 
Other income (expense), net                  (615)                     174 
Loss before income taxes             (13,207)                (5,547) 
Provision for income taxes                      -                         -   
  Net loss  $         (13,207)   $           (5,547) 
Per share of common stock:    
 Basic net loss per share  $             (0.42)   $             (0.18) 

 Diluted net loss per share  $             (0.42)   $             (0.18) 

 Weighted average common shares outstanding 
   

31,427,606   
  

31,308,798 

 Weighted average common and common equivalent shares outstanding        31,427,606          31,308,798 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The accompanying notes are an integral part of these consolidated condensed financial statements. 
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DIGITAL LIGHTWAVE, INC. 
 

  CONSOLIDATED CONDENSED STATEMENTS OF CASH FLOWS 
(Unaudited) 

(in thousands) 
       Three Months Ended 
       March 31, 
       2003  2002 
Cash flows from operating activities:       
 Net loss      $    (13,207)   $    (5,547) 

 
Adjustments to reconcile net loss to cash (used in) provided by operating 
activities:     

  Depreciation and amortization              1,068               885 
  Loss on disposal of property                   47                -   
  Provision for uncollectible accounts                     13                 -   
  Impairment of long-lived assets                3,302                 -   
  Restructuring charges              991       1,300 
  Compensation expense for stock option grants                37                -   
 Changes in operating assets and liabilities:       
  (Increase) decrease in accounts receivable             1,643            (519) 
  Decrease in inventories                   770               163 
  Increase in prepaid expenses and other assets            (3,251)        (1,864) 
  Increase (decrease) in accounts payable and accrued expenses           4,001             (582) 
  Net cash used in operating activities             (4,586)         (6,164) 
Cash flows from investing activities:       
 Purchases of short-term investments           (2,400)                -   
 Proceeds from sale of short-term investments                1,002                 -   
 Proceeds from the maturity of short-term investments               3,006                 -   
 Decrease in restricted cash and cash equivalents                   223                 -   
 Purchases of property and equipment                (114)           (245) 
 Repayment of notes receivable                   800                 -   
  Net cash provided by (used in) investing activities               2,517            (245) 
Cash flows from financing activities:       
 Proceeds from notes payable to related party                2,862                 -   
 Principal payments on notes payable to related party               (962)               -   
 Proceeds from notes payable                    -               811 
 Principal payments on notes payable                  (61)            (270) 
 Proceeds from sale of common stock, net of expense                 42            265 
 Principal payments on capital lease obligations               (300)           (155) 
  Net cash provided by financing activities                1,581               651 
Net decrease in cash and cash equivalents                (488)         (5,758) 
Cash and cash equivalents at beginning of period                   612          51,044 
Cash and cash equivalents at end of period     $            124    $     45,286 
          
Other supplemental disclosures:       
 Cash paid for interest      $              86    $              9 

 
Noncash Transaction 
 
Deferred compensation associated with stock option grants was $99 and $0 for the three months ended March 31, 2003 and 
2002, respectively. 
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DIGITAL LIGHTWAVE, INC. 
 

NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS 
(Unaudited) 

 
 

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES 

Business and Basis of Presentation 
 

Digital Lightwave, Inc. (the "Company") designs, develops and markets a portfolio of portable and network based 
products for installing, maintaining and monitoring fiber optic circuits and networks. Network operators and 
telecommunications service providers use fiber optics to provide increased network bandwidth to transmit voice and other 
non-voice traffic such as Internet, data and multimedia video transmissions.  The Company provides telecommunications 
service providers and equipment manufacturers with product capabilities to cost-effectively deploy and manage fiber optic 
networks.  The Company's wholly-owned subsidiaries are Digital Lightwave (UK) Limited (“DLL”), Digital Lightwave Asia 
Pacific Pty, Ltd. (“DLAP”), and Digital Lightwave Latino Americana Ltda. (“DLLA”).    DLL, DLAP, and DLLA provide 
international sales support.  All significant intercompany transactions and balances are eliminated in consolidation.  

 
The accompanying unaudited consolidated condensed financial statements of Digital Lightwave, Inc. and its subsidiaries (the 

“Company”, “Digital Lightwave”, “us,” “we,” “our,” etc.) have been prepared in accordance with generally accepted accounting 
principles for interim financial information and with the instructions to Form 10-Q and Article 10 of Regulation S-X. 
Accordingly, they do not include all of the information and footnotes required by generally accepted accounting principles for 
complete financial statements. In the opinion of management, these statements include all adjustments, consisting of normal and 
recurring adjustments, considered necessary for a fair presentation of results for such periods. The results of operations for the 
three month period ended March 31, 2003, are not necessarily indicative of results which may be achieved for the full fiscal year 
or for any future period. The unaudited interim financial statements should be read in conjunction with the financial statements 
and notes thereto contained in Digital Lightwave's Annual Report on Form 10-K for the year ended December 31, 2002. 
 
Operational Matters 
 

As of March 31, 2003, the Company’s unrestricted cash and cash equivalents were approximately $124,000, a decrease of 
$2.0 million from unrestricted cash and cash equivalents and short-term investments as of  December 31, 2002.  As of March 
31, 2003 the Company's working capital deficit was approximately $9.2 million as compared to $2.3 million at December 31, 
2002. For the quarter ended March 31, 2003, the Company reported a net loss of $13.2 million and cash flows used in 
operations of $4.6 million. The Company had an accumulated deficit of $83.2 million at March 31, 2003.   

 
The Company expects to continue to incur operating losses through 2003. Management has taken actions to reduce 

operating expenses and capital expenditures. These actions include restructuring operations to more closely align operating 
costs with revenues.  As further discussed below, our ability to maintain sufficient liquidity in the future is dependent on us 
raising additional capital, resolving outstanding legal actions brought against us, successfully negotiating extended payment 
terms with certain vendors and other creditors, maintaining tight controls over spending, successfully achieving our product 
release schedules and attaining our forecasted sales objectives. 

 
The Company has insufficient short-term resources for the payment of its current liabilities. Various creditors have 

contacted us in order to demand payment for outstanding liabilities owed to them and some creditors have commenced legal 
proceedings against the Company seeking in excess of an aggregate of $24.0 million in damages.  We are in discussions with 
our creditors in order to restructure our outstanding liabilities.  In order to alleviate the Company’s working capital shortfall, 
we are attempting to raise additional debt and/or equity financing.  On April 15, 2003, the Company received a commitment 
letter from Optel for the provision of an $11.96 million credit facility to be secured by substantially all of the Company's 
assets, inclusive of the $3.48 million already extended by Optel as of May 19, 2003.  The closing of the facility is subject to 
the execution of definitive agreements embodying the terms set forth in the commitment letter and containing customary 
representations, warranties and covenants, in light of the financial condition of the Company.    Based upon the recent 
resignation of the Company's chief accounting officer, Optel has advised the Company that it is not prepared to execute a 
definitive loan agreement on the terms contemplated by the commitment letter, unless the Company engages a chief financial 
officer who is reasonably acceptable to Optel, within the next 30 days. If the Company is unable to  engage a suitable chief 
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financial officer within such timeframe, Optel has advised the Company that  it will nonetheless be willing to provide an 
uncommitted facility for the same amount and on similar terms, except that draws under the facility will be subject to Optel's 
approval, in its sole discretion. 

 
A judgment for $5.2 million inclusive of interest and costs was granted against the Company during 2002 in connection 

with a dispute with Seth P. Joseph, a former employee of the Company.  The Company posted a $4.8 million bond to enable it 
to appeal the arbitrator’s award.  In January 2003, the Company paid $1.0 million into an escrow account for legal fees and 
interest associated with this action.  A hearing for the appeal was held on April 15, 2003.  

 
On April 23, 2003, the appellate court affirmed the decision and judgment of the Circuit Court.  As a result of the 

appellate court's decision, which will not be appealed further by the Company, the Company was required to pay the amount 
of the judgment on May 9, 2003.  The Company was unable to make this payment on May 9, 2003, and expects Mr. Joseph to 
petition enforcement of the judgment against the bonding company.  If this occurs, the Company intends to seek to restructure 
this liability with the bonding company.  There can be no assurance, however, that the bonding company will agree to 
restructure this liability on terms acceptable to the Company or that the bonding company will not exercise its legal rights to 
enforce payment. 

 
On May 14, 2003, the Company and Mr. Joseph agreed to the release of the $1.0 million deposited into the escrow 

account, and the Company received $118,000 of the escrowed funds.  The balance of the account was disbursed to Mr. 
Joseph. 

 
Mr. Joseph has also filed motions seeking the award of additional fees and costs incurred by him in connection with the 

judgment.  Although the court has determined that Mr. Joseph is entitled to an award for these fees and costs, the amount of 
the award has not yet been determined.  A hearing to determine the amount of the award has been scheduled in June 2003.  

The Company’s ability to meet cash requirements over the next twelve months is dependent on our ability to draw funds 
under the Optel facility, raise additional capital, successfully negotiate extended payment terms with certain vendors, and 
attain our forecasted sales objectives.  The Company is currently exploring various financing alternatives, including other 
equity or debt issuances (the “Financing Sources”).  The Company has also engaged Raymond James & Associates, Inc. to 
review its strategic alternatives.   
 

There can be no assurance, however, that Digital can raise additional financing from Optel or from any other source on 
terms favorable to it, or at all, that Digital's creditors will agree to any restructuring of outstanding liabilities, or that any other 
strategic alternatives will be identified. If the Company is unable to secure adequate Financing Sources on terms acceptable to 
the Company, is unable to successfully renegotiate trade payables and lease obligations or identify any other strategic 
alternative, then it expects that it will not have sufficient cash to fund its working capital and capital expenditure requirements 
for the near term. 

 
Although the Company is working to raise additional capital, we cannot assure you that these efforts will be successful 

and that we will achieve profitability or, if we achieve profitability, that it will be sustainable, or that we will continue as a 
going concern.  As a result, our independent certified public accountants have included an explanatory paragraph for a going 
concern matter in their report for the year ending December 31, 2002 that was included in our Annual Report on Form 10-K 
filed on April 15, 2003. 

 
Impairment of Long-Lived Assets 
 

 Long-lived assets are reviewed for impairment whenever events or changes in circumstances indicate that the carrying 
amount of an asset may not be recoverable.  During the first quarter of 2003 the Company performed an impairment analysis 
related to the long-lived assets associated with the OTS product line.  The impairment was calculated in accordance with the 
guidelines set forth in Financial Accounting Standards Board Statement Number 144, Accounting for the Impairment or 
Disposal of Long-Lived Assets,  and indicated future cash flows from the Company’s OTS product line were insufficient to 
cover the carrying value of the long-lived assets supporting the OTS product line. Therefore, the Company calculated an 
impairment using the probability-weighted approach with an average life of 5 years and a risk-free rate of interest of 4.0%.  
As a result, in the first quarter of 2003, the Company recorded non-cash impairment charges of approximately $3.3 million on 
its intangible assets and property and equipment associated with the OTS product line.   
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Accrued Warranty 
 
 The Company provides the customer a warranty with each product sold.  The Company’s policy for product warranties is 
to review the warranty reserve on a quarterly basis for specifically identified or new matters and review the reserve for 
estimated future costs associated with any open warranty years.  The reserve is an estimate based on historical trends, the 
number of products under warranty, the costs of replacement parts and the expected reliability of our products.  A change in 
these factors could result in a change in the reserve balance.  Warranty costs are charged against the accrual when incurred.   
The reconciliation of the warranty reserve is as follows: 

  For the three months ending  
    March 31, 
  2003  2002 
  (in thousands) 
Beginning balance   $         1,522    $      1,550  
Warranty provision               (220)              280  
Warranty expense                 (67)             (144) 
Ending balance   $         1,235    $      1,686  

Revenue Recognition 
 

The Company derives its revenue from product sales.  The Company recognizes revenue from the sale of products when 
persuasive evidence of an arrangement exists, the product has been delivered, the price is fixed and determinable and 
collection of the resulting receivable is reasonably assured.  

 
For all sales, the Company uses a binding purchase order as evidence that a sales arrangement exists.   Sales through 

international distributors are evidenced by a master agreement governing the relationship with the distributor.  The Company 
either obtains an end-user purchase order documenting the order placed with the distributor or proof of delivery to the end 
user as evidence that a sales arrangement exists.  For demonstration units sold to distributors, the distributor’s binding 
purchase order is evidence of a sales arrangement.  

 
For domestic sales, delivery generally occurs when product is delivered to a common carrier.  Demonstration units sold to 

international distributors are considered delivered when the units are delivered to a common carrier.   An allowance is 
provided for sales returns based on historical experience. 

 
For sales made under an OEM arrangement, delivery generally occurs when the product is delivered to a common carrier.  

OEM sales are defined as sales of the Company products to a third party that will market the products under their brand.  
 
For trade-in sales, including both Company and competitor products, that have a cash component of greater than 25% of 

the fair value of the sale, the Company recognizes revenue based upon the fair value of what is sold or received, whichever is 
more readily determinable, if the Company has demonstrated the ability to sell its trade-in inventory for that particular product 
class.  Otherwise, the Company accounts for the trade-in sale as a non-monetary transaction and follows the guidance found in 
Accounting Principles Board Opinion No. 29, Accounting for Non-monetary Transactions and related interpretations.  
Revenue and cost of sales are recorded based upon the cash portion of the transaction.  The remaining costs associated with 
the new units are assigned to the units received on trade.  When the trade-in units are resold, revenue is recorded based upon 
the sales price and cost of goods sold is charged with the value assigned to trade-in units from the original transaction. 

 
At the time of the transaction, the Company assesses whether the price associated with its revenue transactions is fixed and 

determinable and whether or not collection is reasonably assured. The Company assesses whether the price is fixed and 
determinable based on the payment terms associated with the transaction.  Standard payment terms for domestic customers are 
30 days from the invoice date.  Distributor contracts provide standard payment terms of 60 days from the invoice date.  The 
Company does not offer extended payment terms.   

 
The Company assesses collection based on a number of factors, including past transaction history with the customer and 

the credit-worthiness of the customer. Collateral is not requested from customers.  If it is determined that collection of an 
account receivable is not reasonably assured, the amount of the account receivable is deferred and revenue recognized at the 
time collection becomes reasonably assured.  
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Most sales arrangements do not generally include acceptance clauses. However, if a sales arrangement includes an 
acceptance provision, acceptance occurs upon the earlier of receipt of a written customer acceptance or expiration of the 
acceptance period.  

Computation of Net Loss Per Share 
 

Basic net loss per share is based on the weighted average number of common shares outstanding during the periods 
presented.   For the quarters ended March 31, 2003 and 2002, diluted loss per share, does not include the effect of incremental 
shares from common stock equivalents using the treasury stock method, as the inclusion of such equivalents would be anti-
dilutive. The total incremental shares from common stock equivalents were 33,289 and 233,750 at March 31, 2003 and 2002, 
respectively.  The table below shows the calculation of basic weighted average common shares outstanding and the 
incremental number of shares arising from common stock equivalents under the treasury stock method:  

 
   Three Months Ended 
   March 31, 
   2003  2002 
        Basic:      

   Weighted average common shares outstanding      31,427,606        31,308,798 
 Total basic       31,427,606       31,308,798 

  Diluted:      
 Incremental shares for common stock equivalents                    -                      -   
 Total dilutive    31,427,606        31,308,798 

Stock Based Compensation 
 
 At March 31, 2003, the Company had two stock-based employee compensation plans.  The Company accounts for the 
plans under the recognition and measurement principles of APB Opinion No. 25, Accounting for Stock Issued to Employees, 
and related interpretations.  No stock-based employee compensation cost is reflected in net loss, as all options granted under 
the plans had an exercise price equal to the market value of the underlying common stock on the date of grant.  The stock-
based compensation recorded resulted from options issued to the Company’s Strategic Restructuring Officer that is more fully 
described in Note 9 – Related Party Transactions.  The following table illustrates the effect on net loss and loss per share if 
the company had applied the fair value recognition provisions of FASB Statement No. 123, Accounting for Stock-Based 
Compensation, to stock-based employee compensation.   

   Three Months Ended 
   March 31, 
   2003  2002 
   (in thousands except per share) 
      
Net loss, as reported    $        (13,207)   $   (5,547) 
Add: Stock-based  compensation included in    
reported net loss, net of related tax effects                      37                   - 
Deduct: Total stock - based employee compensation    
(expense) benefit determined under fair value based     
method for all awards, net of related tax effects 801        (2,086) 
Pro forma net loss    $        (12,369)   $     7,633) 
Loss per share:      
       Basic-as reported    $            (0.42)   $     (0.18) 
       Basic-proforma    $             0.39)   $     (0.24) 
      
       Diluted-as reported    $            (0.42)   $     (0.18) 
       Diluted-proforma    $            (0.39)   $     (0.24) 
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New Accounting Pronouncements 
 
In December 2002, the Financial Accounting Standards Board issued Statement 148 (SFAS 148), Accounting for Stock-

Based Compensation — Transition and Disclosure:  an amendment of FASB Statement 123 (SFAS 123), to provide 
alternative transition methods for a voluntary change to the fair value based method of accounting for stock-based employee 
compensation.  In addition, SFAS 148 amends the disclosure requirements of SFAS 123 to require prominent disclosures in 
annual financial statements about the method of accounting for stock-based employee compensation and the pro forma effect 
on reported results of applying the fair value based method for entities that use the intrinsic value method of accounting.  The 
pro forma effect disclosures are also required to be prominently disclosed in interim period financial statements.  This 
statement is effective for financial statements for fiscal years ending after December 15, 2002 and is effective for financial 
reports containing condensed financial statements for interim periods beginning after December 15, 2002, with earlier 
application permitted.  The Company does not plan a change to the fair value based method of accounting for stock-based 
employee compensation and has included the disclosure requirements of SFAS 148 in the accompanying financial statements. 

 
In November 2002, FASB Interpretation 45, Guarantor’s Accounting and Disclosure Requirements for Guarantees, 

Including Indirect Guarantees of Indebtedness of Others (FIN 45), was issued.  FIN 45 requires a guarantor entity, at the 
inception of a guarantee covered by the measurement provisions of the interpretation, to record a liability for the fair value of 
the obligation undertaken in issuing the guarantee.  The Company previously did not record a liability when guaranteeing 
obligations unless it became probable that the Company would have to perform under the guarantee.  FIN 45 applies 
prospectively to guarantees the Company issues or modifies subsequent to December 31, 2002.  Effective for interim and 
annual periods ending after December 15, 2002, FIN 45 requires guarantors to disclose certain information for guarantees, 
including product warranties and certain indemnifications the Company provides.  The Company does not anticipate FIN 45 
will have a material impact on its financial statements.   

 
In January 2003, FASB Interpretation 46, Consolidation of Variable Interest Entities an interpretation of ARB No. 51 

was issued.  This Interpretation clarifies the application of Accounting Research Bulletin No. 51, Consolidated Financial 
Statements, to certain entities in which equity investors do not have the characteristics of a controlling financial interest or do 
not have sufficient equity at risk for the entity to finance its activities without additional subordinated financial support from 
other parties. Application of the majority voting interest requirement in ARB 51 to certain types of entities may not identify 
the party with a controlling financial interest because the controlling financial interest may be achieved through arrangements 
that do not involve voting interests.  All enterprises with variable interests in variable interest entities created after January 31, 
2003, shall apply the provisions of this Interpretation to those entities immediately. A public entity with a variable interest in a 
variable interest entity created before February 1, 2003, shall apply the provisions of this Interpretation (other than the 
transition disclosure provisions in paragraph 26) to that entity no later than the beginning of the first interim or annual 
reporting period beginning after June 15, 2003. A nonpublic entity with a variable interest in a variable interest entity created 
before February 1, 2003, shall apply the provisions of this Interpretation (other than the transition disclosure provisions in 
paragraph 26) to that entity no later than the end of the first annual reporting period beginning after June 15, 2003.  The 
Company does not anticipate FASB Interpretation 46 will have a material impact on its financial statements.   

 

In November 2002, the Emerging Issues Task Force (the “EITF”) reached a consensus opinion on EITF 00-21, Revenue 
Arrangements with Multiple Deliverables.  The consensus provides that revenue arrangements with multiple deliverables 
should be divided into separate units of accounting if certain criteria are met.  The consideration for the arrangement should 
be allocated to the separate units of accounting based on their relative fair values, with different provisions if the fair value of 
all deliverables are not known or if the fair value is contingent on delivery of specified items or performance conditions.  
Applicable revenue recognition criteria should be considered separately for each separate unit of accounting.  EITF 00-21 is 
effective for revenue arrangements entered into in fiscal periods beginning after June 15, 2003.  Entities may elect to report 
the change as a cumulative effect adjustment in accordance with APB Opinion 20, Accounting Changes.  The Company does 
not expect the implementation of EITF 00-21 to have a material impact on its financial statements.  

 
In November 2002, the Emerging Issues Task Force also reached a consensus opinion on EITF 02-16, Accounting by a 

Customer (including a reseller) for Certain Consideration Received from a Vendor.  EITF 02-16 requires that cash payments, 
credits, or equity instruments received as consideration by a customer from a vendor should be presumed to be a reduction of 
cost of sales when recognized by the customer in the income statement.  In certain situations, the presumption could be 
overcome and the consideration recognized either as revenue or a reduction of a specific cost incurred.  The consensus should 
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be applied prospectively to new or modified arrangements entered into after December 31, 2002.  The Company does not 
expect the implementation of EITF 02-16 to have a material impact on its financial statements. 

 
2.  BRANCH OFFICE CLOSINGS 
  

During the quarter ended March 31, 2003, the Company closed sales offices located in Brazil, Singapore, India and Australia 
as part of restructuring efforts more fully described in Note 5 below. 

 
3.  INVENTORIES 

 
Inventories at March 31, 2003 and December 31, 2002 are summarized as follows: 

 March 31,  December 31, 
 2003  2002 
 (In thousands) 
    
Raw materials  $          14,413   $         13,754  
Work-in-process                   288                   246  
Finished goods                9,989              11,728  
Provision for excess and obsolete inventory         (10,713)           (10,938) 

  $          13,977   $         14,790  

 
In December 2001, the Company signed a manufacturing service agreement with Jabil Circuit, Inc. (“Jabil”), a leading 

provider of technology manufacturing services with a customer base of industry-leading companies.  Under the terms of the 
agreement, Jabil purchased the Company’s existing inventory to fulfill orders until the Company’s present inventory is 
depleted to safety stock levels.  Under the terms of the agreement, Jabil had served as the Company’s primary contract 
manufacturer for the Company’s circuit board and product assembly and provided engineering design services.   

 
On February 27, 2003, Jabil terminated the manufacturing service agreement and on March 19, 2003 commenced an 

arbitration proceeding seeking damages in excess of $6.8 million. Under the terms of the Jabil manufacturing services 
agreement, the Company will be responsible to purchase certain inventory that was acquired by Jabil to fulfill outstanding 
purchase orders and build schedule forecasts.   Jabil has informed the Company that the value of this inventory is 
approximately $3.5 million.   As of March 31, 2003, the Company had approximately $427,000 of outstanding purchase 
orders with Jabil.  The Company and Jabil are currently negotiating a final settlement, which may impact the amount and 
timing of any payments made by the Company to Jabil regarding this inventory.   See Note 4 – Legal Proceedings.   

The Company believes it has adequate inventory on hand in order to satisfy sales orders for the next three months or 
longer.  There can be no assurance that the Company will have adequate inventory to satisfy sales during such period or that 
the Company will be able to successfully negotiate a new agreement for the manufacture of its products.  Failure to enter into 
a substitute manufacturing agreement in a timely fashion could interrupt the Company’s operations and adversely impact its 
ability to manufacture its products. 

As of March 31, 2003, inventories included approximately $2.1 million of trade-in products.   
 

In 2002, the Company recorded a $12.7 million provision for excess and obsolete inventory (principally, in the second and 
fourth quarters of 2002). When evaluating the adequacy of the reserve for excess and obsolete inventory the Company analyzes 
current and expected sales trends, the amount of current parts on hand, the current market value of parts on hand and the 
viability and technical obsolescence of products.  The Company believes the reserve for excess and obsolete inventory as of 
March 31, 2003 is adequate. 
 
4.  LEGAL PROCEEDINGS 
 

On November 23, 1999, Seth P. Joseph, a former officer and director of the Company, commenced arbitration 
proceedings against the Company alleging breach of his employment agreement and stock option agreements, violation of the 
Florida Whistleblower statute and breach of an indemnification agreement and the Company’s bylaws. As relief, Mr. Joseph 
sought $500,000, attorneys’ fees, interest and stock options for 656,666 shares of the Company’s common stock exercisable 
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at a price of $5.25 per share. The Company filed an answer denying Mr. Joseph's allegations and alleging multiple affirmative 
defenses and counterclaims. The Company's counterclaims against Mr. Joseph sought repayment of loans totaling 
approximately $113,000 plus interest.  Mr. Joseph subsequently dismissed without prejudice all of his claims other than his 
claim under the Whistleblower Statute.  The arbitration hearing on Mr. Joseph’s Whistleblower claim and the Company’s 
counterclaims concluded on October 5, 2001. The parties submitted proposed findings to the arbitrator on October 17, 2001. 
As part of his proposed findings, Mr. Joseph sought an award of $48 million and attorneys’ fees and costs.  On November 9, 
2001, the Company was notified of the arbitrator's decision which awarded Mr. Joseph the sum of approximately $3.7 million 
and attorneys’ fees and costs.  On December 20, 2001, the arbitrator issued a corrected award and awarded Mr. Joseph the 
sum of $3.9 million and attorneys’ fees and costs in amounts yet to be determined.  On January 23, 2002, Mr. Joseph filed a 
motion seeking the award of $1.1 million in attorneys’ fees, costs and interest thereon.  On July 18, 2002, the arbitrator issued 
an award to Mr. Joseph of $575,000 for attorneys’ fees, $165,000 for costs, $10,000 for a portion of the arbitrator fees, plus 
interest from November 1, 2001 until paid. 
 

On December 26, 2001, the Company filed a petition to vacate or modify the arbitration award in the Circuit Court of the 
Sixth Judicial Circuit, Pinellas County, Florida, in an action entitled Digital Lightwave, Inc. v. Seth P. Joseph, Case No. 01-
9010C1-21.  The Company filed an amended petition on December 26, 2001, following the corrected arbitration award.  
Subsequently, Mr. Joseph filed a cross-motion to confirm the arbitration award.  On March 26, 2002, the Court denied the 
Company's petition to vacate the arbitration award, granted Mr. Joseph’s cross-motion to confirm the award, and entered a 
judgment in favor of Mr. Joseph in the amount of $4.0 million including interest.  On April 4, 2002 the Company posted a 
civil supersedeas bond in the amount of $4.8 million, which represents the amount of the judgment plus two times the 
estimated interest, to secure a stay of enforcement of the Circuit Court judgment pending the Company’s appeal.  In January 
2003, the Company paid approximately $1.0 million into an escrow account for Mr. Joseph’s legal fees and interest on the 
balance recorded by the Company in 2002.  The Company appealed the decision and judgment of the Circuit Court. Oral 
arguments were heard on April 15, 2003.  On April 23, 2003, the appellate court affirmed the decision and judgment of the 
Circuit Court.   

 
As a result of the appellate court's decision, which will not be appealed further by the Company, the Company was 

required to pay the amount of the judgment on May 9, 2003.  The Company was unable to make this payment on May 9, 
2003, and expects Mr. Joseph to petition enforcement of the judgment against the bonding company.  If this occurs, the 
Company intends to seek to restructure this liability with the bonding company.  There can be no assurance, however, that the 
bonding company will agree to restructure this liability on terms acceptable to the Company or that the bonding company will 
not exercise its legal rights to enforce payment.  

  
On May 14, 2003, the Company and Mr. Joseph agreed to the release of the $1.0 million deposited into the escrow 

account, and the Company received $118,000 of the escrowed funds.  The balance of the account was disbursed to Mr. 
Joseph. 

 
In April 2003, CIT Technologies Corporation served the Company with a complaint commenced in the Circuit Court for 

Pinellas County, Florida.  This complaint was filed in connection with the non-payment of monies due for equipment provided 
under various agreements between CIT and the Company.  The complaint seeks, among other things, damages of in excess of $16.5 
million as well as the return of all equipment provided. The Company disputes such amounts and is in discussion with CIT, along 
with its other creditors, in order to restructure its outstanding liabilities.  There can be no assurances that such discussions will be 
successful. 

 
In April 2003, Lightwave Drive, LLC commenced a state court action against the Company relating to the Company's lease of 

real property from Lightwave Drive, LLC.  The suit was filed in Pinellas County, Florida.  Lightwave Drive, LLC seeks damages of 
approximately $148,000 per month for non-payment of rent in March and April 2003.  The Company is in discussions with 
Lightwave Drive, LLC regarding settlement of the claims.  There can be no assurances that such discussions will be successful. 

 
In April 2003, Insight Electronics commenced a state court lawsuit against the Company in Pinellas County, Florida.  The 

complaint was filed in connection with unpaid invoices.  Insight Electronics seeks damages in excess of $40,000.  The Company 
disputes the claims and is in discussions with Insight Electronics.  There can be no assurances that such discussions will be 
successful. 

 
In March 2003, Jabil commenced an arbitration proceeding against the Company with the American Arbitration 

Association. The arbitration was commenced in connection with the non-payment of amounts due under a manufacturing 
agreement between Jabil and the Company.  Jabil claims damages in excess of $6.7 million for unpaid invoices, termination 
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charges and costs and charges relating to the cessation of manufacturing.  Jabil also seeks recovery of interest, costs and 
expenses.  The Company is in discussion with Jabil, along with its other creditors, in order to restructure its outstanding 
liabilities.  There can be no assurances that such discussions will be successful.  

 
In February 2003, Micron Optics, Inc. commenced mediation proceedings in Atlanta, Georgia against the Company with 

the American Arbitration Association.  The mediation was commenced in connection with the breach of contract, including 
non-payment of amounts due, under a Collaboration & Distribution Agreement between Micron and the Company.  Micron is 
seeking damages in excess of $500,000.  Mediation was unsuccessful.  Accordingly, the dispute has been submitted to binding 
arbitration pursuant to the agreement.   The Company is in discussion with Micron, along with its other creditors, in order to 
restructure its outstanding liabilities.  There can be no assurance that such discussions will be successful. 

 
In July 2002, an employee terminated as part of the Company's January 2002 restructuring initiatives filed a lawsuit 

claiming wrongful discharge.  Plaintiff seeks damages in excess of $75,000.  The Company has responded to the complaint 
and denied the substantive allegations therein.  The Company intends to vigorously defend the action. 

 
Numerous creditors have sent demand letters threatening legal proceedings if they are not paid.  The Company is seeking 

to reach accommodations with such creditors. 
 
The Company from time to time is involved in various other lawsuits and actions by third parties arising in the ordinary 

course of business.  The Company is not aware of any additional pending litigation, claims or assessments that could have a 
material adverse effect on the Company's business, financial condition and results of operations.  

 
5.  RESTRUCTURING CHARGES 
 

In January 2002, the board of directors approved cost reduction initiatives aimed at reducing operating costs. These 
included a reduction in force of 46 employees and contractors and the outsourcing of manufacturing and production for our 
product lines.  All affected employees were terminated in January 2002 and given severance based upon years of service with 
the Company.  The Company recorded a restructuring charge of approximately $1.3 million in the first quarter of 2002.  
Approximately $113,000 related to severance payments which were extended through December 2003 and settlement costs 
from litigation related to this reduction was unpaid at March 31, 2003.    

 
In January 2003, the board of directors approved a reduction in workforce of 46 positions, or approximately 24% of the 

Company’s employment base.  This included closing the sales offices located in Brazil, Singapore, India and Australia.  The 
Company recorded a restructuring charge of approximately $1.3 million related to the employment reduction.  The total costs 
associated with the restructuring are expected to be paid by July 2003.  Approximately $300,000 of previously recorded 
restructuring charges related to certain executive severance agreements were reversed in the first quarter of 2003 as the 
timeframe for the reimbursement of these costs expired.  In March 2003, the board of directors approved another reduction in 
workforce of 12 positions and no restructuring charge. 
 

Activity associated with the restructuring charges for the quarter ended March 31, 2003 was as follows: 
 

 
 Balance at      Balance at 
 December 31,    Payments/  March 31, 
 2002  Additions  Reductions  2003 
 (in thousands) 
Severance  $        342   $   1,203   $      (921)   $     624 
Legal and other expenses           152            48          (131)           69 
  $        494   $   1,251   $   (1,052)   $     693 
 
6.  COMMITMENTS 
 

At March 31, 2003, the Company had outstanding non-cancelable purchase order commitments to purchase certain 
inventory items totaling approximately $631,000, excluding the $427,000 commitment to Jabil more fully described in Note 
3.  The majority of the quantities under order are deliverable upon demand by the Company or within thirty (30) days upon 
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written notice of either party.   
 

7.  REVOLVING CREDIT FACILITY 
 

In April 2002, the Company entered into a Revolving Credit and Security Agreement (the “Agreement”) with Wachovia 
Bank (the “Bank”).  The terms of the Agreement provide the Company with a $27.5 million line of credit at LIBOR plus 
0.7% collateralized by the Company’s cash and cash equivalents and short-term investments.  The advance rate varies 
between 80% and 95% and is dependent upon the composition and maturity of the available collateral.  An availability fee of 
0.10% per annum is payable quarterly based on the Average Available Principal Balance (as defined in the Agreement) for 
such three months.  The Agreement has an initial term of three years.  The Agreement may be terminated by the Company at 
any time upon at least fifteen days prior written notice to the Bank, and the Bank may terminate the Agreement at any time, 
without notice upon or after the occurrence of an event of default.  

 
At March 31, 2003, there were approximately $2.0 million of letters of credit outstanding under this facility collateralized 

by approximately $2.2 million of the Company’s cash and cash equivalents which were classified as restricted at March 31, 
2003.  The Company currently has no additional borrowing capacity under this facility.   
 
8.  SALE-LEASEBACK TRANSACTIONS AND CAPITAL LEASES 
 

In 2002, the Company entered into two sales-leaseback transactions in which the Company received $2.6 million and 
$4.3 million.  The principal payments under the leases are $3.4 million over 36 months and $4.4 million over 24 months.  The 
assets are classified as demonstration equipment in property and equipment and are depreciated over the life of the leases.  
The Company recorded deferred gains on these transactions of $1.2 million and $1.8 million which are recorded as offsets 
against demonstration equipment and are being amortized over the life of the leases as an offset against depreciation expense. 
  

 
In 2002, the Company also entered into two capital leases for demonstration equipment with values of $1.4 million and 

$2.8 million.  The principal payments under the leases are $1.4 million over 36 months and $2.8 million over 24 months.  
These leases are depreciated over the life of the leases.  The units leased are recorded in property and equipment as 
demonstration equipment.   

 
As of March 31, 2003, the Company was in default of the above capital leases and accordingly the entire balance due is 

classified as a current liability.  The Company is currently involved in litigation with the lessor due to the Company’s default 
under the terms of the leases.  See Note 4 – Legal Proceedings. 

 
Property and equipment under capital leases as of March 31, 2003 was $11.6 million, and the total capital lease 

obligation for these transactions was $12.4 million as of March 31, 2003. 
 
9.  RELATED PARTY TRANSACTIONS 
 

In February 2001, James Green, the current chief executive officer of the Company, borrowed $200,000 from the 
Company. This note accrues interest at the prime rate plus one percent (1.0%) with the principal sum and accrued interest 
thereon payable on demand or, if earlier, from the proceeds of any sale of the borrower's stock holdings or on the date of 
termination of the borrower's employment with the Company. This note is collateralized by the borrower's stock holdings in 
the Company and future cash bonuses which may become payable. 

 
 In April 2002, James Green, the current chief executive officer of the Company, borrowed $175,000 from the Company.  
On April 12, 2002, this borrowing was combined with a previous note of $200,000 plus accrued interest of approximately 
$16,000 into one note with a principal balance of approximately $391,000, which is classified in notes receivable.  This note 
accrues interest at 8.0% with the principal and accrued interest thereon payable on demand or, if earlier, from the proceeds of 
any sale of the officer’s stock holdings or on the date of termination of the officer’s employment with the Company.  This 
note is collateralized by the chief executive officer’s stock holdings in the Company, future cash bonuses which may become 
payable and a second lien on the officer’s residence.  As of March 31, 2003, the outstanding balance was approximately 
$366,000 with accrued interest of approximately $30,000. 

 
On January 23, 2003, Robert Hussey, a director of the Company, was appointed Strategic Restructuring Advisor.  Mr. 
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Hussey was granted an option to purchase 100,000 shares of the Company’s common stock at an exercise price of $1.28 per 
share, which was the market price on the date of the grant.  The option vests ratably on annual basis over a three-year period. 
Mr. Hussey will receive a monthly service fee of $15,000 for a minimum of twelve (12) months. 

 
On February 14, 2003, the Company borrowed $800,000 from Optel, LLC, an entity controlled by Digital's majority 

stockholder and current chairman of the board of directors, Dr. Bryan Zwan ("Optel") pursuant to a Secured Promissory Note 
(the "First Note"). On February 26, 2003, Digital borrowed an additional $650,000 from Optel pursuant to a second Secured 
Promissory Note (the "Second Note").  On February 28, 2003, Digital borrowed an additional $961,710 from Optel pursuant 
to a third Secured Promissory Note (the "Third Note" and collectively with the First Note and the Second Note, the "Optel 
Notes").  The Optel Notes bear interest at an annual rate of 10%, mature July 31, 2004, unless certain specified events occur 
accelerating their maturity, and are secured by a first priority security interest in substantially all of the assets of the Company 
pursuant to the Second Amended and Restated Security Agreement, dated as of February 28, 2002, and may be prepaid at any 
time without penalty.  On March 5, 2003 the Company repaid the entire balance due under the Third Note. 

 
On March 28, 2003, the Company borrowed $450,000 from Optel pursuant to a Secured Promissory Note (the “Fourth 

Note”).  The Fourth Note bears an annual interest rate of 10%, matures July 31, 2004,, unless certain specified events occur 
accelerating their maturity, and is secured by a first priority security interest in substantially all of the assets of the Company 
pursuant to the Third Amended and Restated Security Agreement, dated as of March 28, 2003, and may be prepaid at any 
time without penalty. 

 
On April 2, 2003, the Company borrowed $60,000 from Optel pursuant to a Secured Promissory Note (the “Fifth Note”).  

The Fifth Note bears an annual interest rate of 10%, matures July 31, 2004, unless certain specified events occur accelerating 
their maturity, and is secured by a first priority security interest in substantially all of the assets of the Company pursuant to 
the Fourth Amended and Restated Security Agreement, dated as of April 2, 2003, and may be prepaid at any time without 
penalty. 

 
On April 29, 2003, the Company borrowed $500,000 from Optel pursuant to a Secured Promissory Note (the “Sixth 

Note”).  The Sixth Note bears an annual interest rate of 10%, matures July 31, 2004, unless certain specified events occur 
accelerating their maturity, and is secured by a first priority security interest in substantially all of the assets of the Company 
pursuant to the Fifth Amended and Restated Security Agreement, dated as of April 29, 2003, and may be prepaid at any time 
without penalty. 

 
On May 14, 2003, the Company borrowed $400,000 from Optel pursuant to a Secured Promissory Note (the “Seventh 

Note”).  The Seventh Note bears an annual interest rate of 10%, matures July 31, 2004, unless certain specified events occur 
accelerating their maturity, and is secured by a first priority security interest in substantially all of the assets of the Company 
pursuant to the Sixth Amended and Restated Security Agreement, dated as of May 14, 2003, and may be prepaid at any time 
without penalty. 

 
On May 19, 2003, the Company borrowed $620,000 from Optel pursuant to a Secured Promissory Note (the “Eighth 

Note”).  The Eighth Note bears an annual interest rate of 10%, matures July 31, 2004, unless certain specified events occur 
accelerating their maturity, and is secured by a first priority security interest in substantially all of the assets of the Company 
pursuant to the Seventh Amended and Restated Security Agreement, dated as of May 19, 2003, and may be prepaid at any 
time without penalty. 

 
On April 15, 2003, the Company received a commitment letter from Optel for the provision of an $11.96 million credit 

facility to be secured by substantially all of the Company's assets, inclusive of the $3.48 million already extended by Optel as 
of May 19, 2003.  The closing of the facility is subject to the execution of definitive agreements embodying the terms set forth 
in the commitment letter and containing customary representations, warranties and covenants, in light of the financial 
condition of the Company.    Based upon the recent resignation of the Company's chief accounting officer, Optel has advised 
the Company that it is not prepared to execute a definitive loan agreement on the terms contemplated by the commitment 
letter, unless the Company engages a chief financial officer who is reasonably acceptable to Optel, within the next 30 days. If 
the Company is unable to  engage a suitable chief financial officer within such timeframe, Optel has advised the Company that 
 it will nonetheless be willing to provide an uncommitted facility for the same amount and on similar terms, except that draws 
under the facility will be subject to Optel's approval, in its sole discretion. 
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Item 2.  Management's Discussion and Analysis of Financial Condition and Results of Operations 
 
FORWARD LOOKING STATEMENTS 
 

The following discussion contains forward-looking statements within the meaning of Section 27A of the Securities Act of 
1933 and Section 21E of the Securities Exchange Act of 1934.  These statements relate to future events or our future 
financial performance.  In some cases, you can identify forward-looking statements by terminology such as may, will, should, 
expect, plan, anticipate, believe, estimate, predict, potential or continue, the negative of terms like these or other comparable 
terminology. Additionally, statements concerning future matters such as the development of new products, enhancements or 
technologies, possible changes in legislation and other statements regarding matters that are not historical are forward-
looking statements.  These statements are only predictions.  These statements involve known and unknown risks and 
uncertainties and other factors that may cause actual events or results to differ materially from the results and outcomes 
discussed in the forward-looking statements.   All forward-looking statements included in this document are based on 
information available to us on the date of filing, and we assume no obligation to update any such forward-looking 
statements.  In evaluating these statements, you should specifically consider various factors, including the risks outlined 
under the caption Factors That May Affect Future Results set forth at the end of this Item 1 and those contained from time to 
time in our other filings with the SEC.  We caution you that our business and financial performance are subject to substantial 
risks and uncertainties.  

 
This information should be read in conjunction with (i) the consolidated condensed financial statements and notes thereto 

included in Item 1 of this quarterly report on Form 10-Q, (ii) the consolidated condensed financial statements and notes 
thereto, as well as the accompanying Management’s Discussion and Analysis of Results of Operations, for the years ended 
December 31, 2002 and 2001 included in our Annual Reports on Form 10-K. 
 
 
OVERVIEW 

Recent Developments 
 

The Company has insufficient short-term resources for the payment of its current liabilities. Various creditors have 
contacted us in order to demand payment for outstanding liabilities owed to them and some creditors have commenced legal 
proceedings against the Company seeking in excess of an aggregate of $24.0 million in damages.  We are in discussions with 
our creditors in order to restructure our outstanding liabilities.  In order to alleviate the Company’s working capital shortfall, 
we are attempting to raise additional debt and/or equity financing.  On April 15, 2003, the Company received a commitment 
letter from Optel for the provision of an $11.96 million credit facility to be secured by substantially all of the Company's 
assets, inclusive of the $3.48 million already extended by Optel as of May 19, 2003.  The closing of the facility is subject to 
the execution of definitive agreements embodying the terms set forth in the commitment letter and containing customary 
representations, warranties and covenants, in light of the financial condition of the Company.    Based upon the recent 
resignation of the Company's chief accounting officer, Optel has advised the Company that it is not prepared to execute a 
definitive loan agreement on the terms contemplated by the commitment letter, unless the Company engages a chief financial 
officer who is reasonably acceptable to Optel, within the next 30 days. If the Company is unable to  engage a suitable chief 
financial officer within such timeframe, Optel has advised the Company that  it will nonetheless be willing to provide an 
uncommitted facility for the same amount and on similar terms, except that draws under the facility will be subject to Optel's 
approval, in its sole discretion. 

 
A judgment for $5.2 million inclusive of interest and costs was granted against the Company during 2002 in connection 

with a dispute with Seth P. Joseph, a former employee of the Company.  The Company posted a $4.8 million bond to enable it 
to appeal the arbitrator’s award.  In January 2003, the Company paid $1.0 million into an escrow account for legal fees and 
interest associated with this action.  A hearing for the appeal was held on April 15, 2003.  

 
On April 23, 2003, the appellate court affirmed the decision and judgment of the Circuit Court.  As a result of the 

appellate court's decision, which will not be appealed further by the Company, the Company was required to pay the amount 
of the judgment on May 9, 2003.  The Company was unable to make this payment on May 9, 2003, and expects Mr. Joseph to 
petition enforcement of the judgment against the bonding company.  If this occurs, then the Company intends to seek to 
restructure this liability with the bonding company.  There can be no assurance, however, that the bonding company will agree 
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to restructure this liability on terms acceptable to the Company or that the bonding company will not exercise its legal rights 
to enforce payment. 

 
On May 14, 2003, the Company and Mr. Joseph agreed to the release of the $1.0 million deposited into the escrow account, 

and the Company received $118,000 of the escrowed funds.  The balance of the account was disbursed to Mr. Joseph. 
 

Mr. Joseph has also filed motions seeking the award of additional fees and costs incurred by him in connection with the 
judgment.  Although the court has determined that Mr. Joseph is entitled to an award for these fees and costs, the amount of 
the award has not yet been determined.  A hearing to determine the amount of the award has been scheduled in June 2003.   

General 

Digital Lightwave, Inc. provides the global fiber-optic communications industry with products and technology used to 
develop, install, maintain, monitor and manage fiber optic-based networks.  Telecommunications service providers and 
equipment manufacturers deploy the Company’s products to provide quality assurance and ensure optimum performance of 
advanced optical communications networks and network equipment.  The Company’s products are sold worldwide to leading 
and emerging telecommunications service providers, telecommunications equipment manufacturers, equipment leasing 
companies and international distributors. 

The Company’s net sales are generated from sales of its products less an estimate for customer returns.  We expect that the 
average selling price (ASP) of our products will fluctuate based on a variety of factors, including market demand, product 
configuration, potential volume discounts to customers, the timing of new product introductions and enhancements and the 
introduction of competitive products.  Because the cost of goods sold tends to remain relatively stable for any given product, 
fluctuations in the ASP may have a material adverse effect on our business, financial condition and results of operations. 

 Sales of our products have tended to be concentrated with a few major customers, and we expect sales will continue to be 
concentrated with a few major customers in the future.  For the three months ended March 31, 2003, three customers, AT&T, 
Cingular and Control Concepts, accounted for approximately 15%, 23% and 13%, respectively of total sales.  No other 
customer accounted for more then 10% of sales. 

The Company has not entered into long-term agreements or blanket purchase orders for the sale of its products.  It 
generally obtains purchase orders for immediate shipment.  The Company does not expect to carry substantial backlog from 
quarter to quarter in the future.  Our sales during a particular quarter are highly dependent upon orders placed by customers 
during that quarter.  Most of our operating expenses are fixed and cannot be easily reduced in response to decreased revenues. 
 Variations in the timing of revenues could cause significant variations in results of operations from quarter to quarter and 
result in continuing quarterly losses.  The deferral of any large order from one quarter to another would negatively affect the 
results of operations for the earlier quarter.  The Company must obtain orders during each quarter for shipment in that quarter 
to achieve revenue and profit objectives. 

The Company has incurred quarterly net operating losses since the third quarter of 2001.  Since October 2001, the 
Company has undertaken certain measures to reduce its future operating costs.  These measures included  reductions in force, 
pay cuts for management and other expense reduction actions.  The Company can give no assurance as to whether its revenues 
will return to previous levels, if it will generate positive cash flows from operations or if it will return to profitability. 

BUSINESS OUTLOOK 
 

During 2002 and through the first quarter of 2003, our industry continued to experience an economic downturn that was 
brought on by a significant decrease in network build-outs and capital spending by the telecommunications carriers and 
equipment manufacturers.  Our customers’ declining business resulted in a significant decrease in sales of our products.  We 
do not anticipate a near-term recovery of the fiber optic test equipment market and do not expect the overall capital spending 
by telecommunication carriers and equipment factors will increase during 2003. 

 
We have continued in our efforts to reduce costs during the current industry downturn.  In January 2003, the board of 

directors approved a reduction in workforce of approximately 46 positions, or approximately 24% of the Company’s 
employment base.  This included closing the sales offices located in Brazil, Singapore, India and Australia.  The Company 
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recorded a restructuring charge of approximately $1.3 million related to the employment reduction.  In March 2003, we 
further reduced our workforce by 12 positions, which did not result in a restructuring charge. 

 
We are focused on maintaining market leadership with our product lines.  We have evaluated our sales efforts to identify 

opportunities where our account presence can be improved and are working to exploit those opportunities.  Subject to 
resolution of our working capital constraints, we are seeking new applications for our installed product base to be realized 
with use of new modular add-ons and enhancements.   We currently have approximately ten international sales and support 
representatives across Europe and China.  We also established channel partners such as independent sales representatives and 
distributors to complement our sales force. 
 

We are concentrating on the products and technologies that we believe are most important to our customers.  Subject to 
resolution of our working capital constraints, we plan to introduce enhancements to our product lines to meet growing 
international needs and global high-speed data service requirements.   

 
During the fourth quarter of 2002, we acquired certain assets related to the Optical Wavelength Management product line 

(the “OWM Line”) of LightChip, Inc., a Salem, New Hampshire-based provider of components and subsystems for optical 
networks.  Subject to resolution of our working capital constraints, we plan to complement the OWM Line of remote 
wavelength management solutions for DWDM systems with our own Network Access Agent (NAA) product line for 
centralized network testing and monitoring.  

 
During the fourth quarter of 2002, we also acquired certain assets related to the Optical Test System product line of 

Tektronix (the "OTS Line").  In connection with the acquisition, we entered into (i) a license agreement with Tektronix 
pursuant to which Tektronix licensed certain intellectual property to Digital Lightwave related to the OTS Line, and (ii) a 
services agreement with Tektronix pursuant to which Tektronix shall perform certain manufacturing services for Digital 
Lightwave related to the OTS Line.  Revenues for the OTS line have been minimal and, since the acquisition, we have 
terminated all but eight former employees of Tektronix, hired in connection with the acquisition.  Effective March 26, 2003 
the building lease at 20 Research Place, Chelmsford, Massachusetts was reassigned to Tektronix, Inc.  There can be no 
assurance that the Company will have the resources or personnel necessary to generate revenues from this product line.  The 
Company has also impaired approximately $3.3 million of long-lived assets associated with this acquisition.  See Note 1 to 
the Consolidated Condensed Financial Statements – Summary of Significant Accounting Policies. 

 
Critical Accounting Policies  
 

The Company believes that the following accounting policies are critical in that they are important to the portrayal of the 
Company’s financial conditions and results and they require difficult, subject and complex judgments that are often the results 
of estimates that are inherently uncertain:  

 
- Revenue recognition and  

 
- Estimating valuation allowances and accrued liabilities, specifically sales returns and other allowances, the reserve 

for uncollectible accounts, the reserve for excess and obsolete inventory, the impairment for long-lived assets, 
warranty and assessment of the probability of the outcome of our current litigation. 

 
Revenue Recognition 
 
The Company derives its revenue from product sales.  The Company recognizes revenue from the sale of products when 

persuasive evidence of an arrangement exists, the product has been delivered, the price is fixed and determinable and 
collection of the resulting receivable is reasonably assured.  

 
For all sales, the Company uses a binding purchase order as evidence that a sales arrangement exists.   Sales through 

international distributors are evidenced by a master agreement governing the relationship with the distributor.  The Company 
either obtains an end-user purchase order documenting the order placed with the distributor or proof of delivery to the end 
user as evidence that a sales arrangement exists.  For demonstration units sold to distributors, the distributor’s binding 
purchase order is evidence of a sales arrangement.  
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For domestic sales, delivery generally occurs when product is delivered to a common carrier.  Demonstration units sold to 
international distributors are considered delivered when the units are delivered to a common carrier.  An allowance is 
provided for sales returns based on historical experience. 

 
For sales made under an OEM arrangement, delivery generally occurs when the product is delivered to a common carrier.  

OEM sales are defined as sales of the Company products to a third party that will market the products under their brand.  
 
For trade-in sales, including both Company and competitor products, that have a cash component of greater than 25% of 

the fair value of the sale, the Company recognizes revenue based upon the fair value of what is sold or received, whichever is 
more readily determinable, if the Company has demonstrated the ability to sell its trade-in inventory for that particular product 
class.  Otherwise, the Company accounts for the trade-in sale as a non-monetary transaction and follows the guidance found in 
Accounting Principles Board Opinion No. 29, Accounting for Non-monetary Transactions and related interpretations.  
Revenue and cost of sales are recorded based upon the cash portion of the transaction.  The remaining costs associated with 
the new units are assigned to the units received on trade.  When the trade-in units are resold, revenue is recorded based upon 
the sales price and cost of goods sold is charged with the value assigned to trade-in units from the original transaction. 

 
At the time of the transaction, the Company assesses whether the price associated with its revenue transactions is fixed and 

determinable and whether or not collection is reasonably assured. The Company assesses whether the price is fixed and 
determinable based on the payment terms associated with the transaction.  Standard payment terms for domestic customers are 
30 days from the invoice date.  Distributor contracts provide standard payment terms of 60 days from the invoice date.  The 
Company does not offer extended payment terms.   

 
The Company assesses collection based on a number of factors, including past transaction history with the customer and 

the credit-worthiness of the customer. Collateral is not requested from customers.  If it is determined that collection of an 
accounts receivable is not reasonably assured, the amount of the accounts receivable is deferred and revenue recognized at the 
time collection becomes reasonably assured.  

 
Most sales arrangements do not generally include acceptance clauses. However, if a sales arrangement includes an 

acceptance provision, acceptance occurs upon the earlier of receipt of a written customer acceptance or expiration of the 
acceptance period.  

 
Sales Returns and Other Allowances, Reserve for Uncollectible Accounts, Reserve for Excess and Obsolete Inventory, 

Impairment of Long-Lived Assets, Warranty and Litigation 
 
We make significant judgments and estimates and assumptions in connection with establishing the amount of sales returns 

and other allowances, the uncollectibility of our account receivables, the amount of excess and obsolete inventory, impairment 
of long-lived assets, warranty costs and the amount of liability related to pending litigation during any accounting period.  If 
we made different judgments or used different estimates or assumptions for establishing such amounts, it is likely that the 
amount and timing of our revenue or operating expenses for any period would be materially different. 

 
We estimate the amount of potential future product returns related to current period product revenue.  We consider many 

factors when making our estimates, including analyzing historical returns, current economic trends, changes in customer 
demand and acceptance of our products to evaluate the adequacy of the sales returns and other allowances.  Our estimate for 
the provision for sales returns and other allowances as of March 31, 2003 was approximately $600,000. 
 

We also estimate the uncollectibility of our accounts receivables.  We consider many factors when making our estimates, 
including analyzing accounts receivable and historical bad debts, customer concentrations, customer credit-worthiness, 
current economic trends and changes in our customer payment terms when evaluating the adequacy of the reserve for 
uncollectible accounts.  Our accounts receivable balance as of March 31, 2003 was $2.8 million, net of our estimated reserve 
for uncollectible accounts of $2.0 million. 

 
We estimate the amount of excess and obsolete inventory.  We consider many factors when making our estimates, 

including analyzing current and expected sales trends, the amount of current parts on hand, the current market value of parts 
on hand and the viability and technical obsolescence of our products when evaluating the adequacy of the reserve for excess 
and obsolete inventory.  Our inventory balance was $14.0 million as of March 31, 2003, net of our estimated reserve for 
excess and obsolete inventory of $10.7 million. 
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We estimate the impairment of long-lived assets.  We monitor events and changes in circumstances that could indicate 

carrying amounts of long-lived assets may not be recoverable.  These events and circumstances include decrease in market 
price of a long-lived asset, change in the manner in which a long-lived asset is used, changes in legal factors and a current-
period operating loss or cash flow loss combined with a history of operating losses or cash flow losses or a forecast that 
demonstrates continuing losses associated with the use of long-lived assets.  When such an event or changes in circumstance 
occur, we assess the recoverability of long-lived assets by determining whether the carrying value of such assets will be 
recovered through undiscounted expected future cash flows.  We recognize an impairment when the there is an excess of the 
assets carrying value over the fair value as estimated using a discounted expected future cash flows model.  For the three 
months ended  March 31, 2003, we estimated our impairment of long-lived assets was $3.3 million. 

 
We estimate the amount of our warranty liability.  We consider many factors when making our estimate, including 

historical trends, the number of products under warranty, the costs of replacement parts and the expected reliability of our 
products.  Our accrued warranty liability as of March 31, 2003 was approximately $1.2 million. 

 
We estimate the amount of liability the Company may incur as a result of pending litigation.  Our estimate of legal liability 

is uncertain and is based on the size of the outstanding claims and an assessment of the merits of the claims.  We have accrued 
$5.6 million for liability resulting from the Seth Joseph litigation as of March 31, 2003.  See Part II Item 1 “Legal 
Proceedings” for additional information about the Seth Joseph litigation. 
 
RESULTS OF OPERATIONS 
 

The following is a discussion of significant changes in the results of operations of the Company which occurred in the quarter 
ended March 31, 2003 compared to the quarter ended March 31, 2002. The following sets forth certain financial data as a percent 
of net sales. 

   Percent of  
                                   Net Sales for the   
   Quarter Ended March 31,  
   2003  2002  
       
Net sales           100 %            100  % 
Cost of goods sold             79               56   
 Gross profit       21               44   
       
Operating expenses:     
 Engineering and development           183               53   
 Sales and marketing           174             39   
 General and administrative           177               22   
 Restructuring charges             61               21   
 Impairment of long-lived assets           204               -    
  Total operating expenses           799             135   
Operating loss         (778)             (91)  
Other income (expense), net           (38)                 3   
Loss before income taxes         (816)             (88)  
Provision for income taxes            -                 -    
  Net loss         (816) %            (88) % 
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Net Sales 
 

Net sales for the quarter ended March 31, 2003, decreased $4.7 million, or 74%, to $1.6 million from $6.3 million for the 
quarter ended March 31, 2002.  The sales decrease relates to lower pricing and lower volume due to the increased competition 
for market share resulting from significant decline in demand for telecommunication equipment.  The telecommunications 
industry, our customer base, continued to experience a dramatic economic downturn that was brought on by a significant 
decrease in network build-outs and capital spending by the telecommunications carriers and equipment manufacturers.   

 
International sales for the quarter ended March 31, 2003, were approximately $86,000, or 5% of total sales as compared to 

$2.7 million, or 43% of total sales for the quarter ended March 31, 2002.   
 
Cost of Goods Sold 
 

Cost of goods sold for the quarter ended March 31, 2003 decreased by $2.2 million, or 64%, to $1.3 million as compared to 
$3.5 million for the quarter ended March 31,2002. The decrease in cost of goods sold in the quarter ended March 31, 2003 was 
due to a reduction in volume of units sold that was partially offset by lower gross margin. 
 
Gross Profit 
 

Gross profit for the quarter ended March 31, 2003 decreased by $2.5 million, or 88%, to $335,000 from $2.8 million for the 
quarter ended March 31,2002.  Gross margin for the first quarter of 2003 decreased to 21% from 44% during the first quarter of 
2002.  The decreases in gross profit and gross margin were primarily due to a reduction in volume of units sold at lower sales 
prices.  
 
Engineering and Development 
 

Engineering and development expenses principally include salaries for engineering and development personnel, depreciation 
of production assets, outside consulting fees and other development expenses. Engineering and development expenses for the 
quarter ended March 31, 2003 decreased by approximately $369,000 to $3.0 million from $3.3 million for the quarter ended 
March 31,2002.  The dollar decrease was related to reductions in force implemented in 2002 and 2003 and decreased spending on 
development efforts on the Company’s  product lines that were partially offset by costs associated with personnel hired as part of 
the Lightchip and Tektronix acquisitions. 
  
Sales and Marketing 
 

Sales and marketing expenses principally include salaries, commissions, travel, tradeshows, promotional materials and 
warranty expenses.  Sales and marketing expenses for the quarter ended March 31, 2003 increased by approximately $351,000 to 
$2.8 million from $2.5 million for the quarter ended March 31,2002.  The dollar increase represents an increase in depreciation 
expense related to additional demonstration units capitalized under a sale-leaseback arrangement more fully disclosed in Note 8 to 
the Consolidated Condensed Financial Statements – Sale-Leaseback Transactions and Capital Leases that was partially offset by a 
decrease in commissions paid on reduced net sales and cost savings from reductions in the sales workforce.  
 
General and Administrative 
 

General and administrative expenses principally include salaries, professional fees, facility rentals, compensation and 
information systems related to general management functions.  General and administrative expenses for the quarter ended March 
31, 2003 increased by $1.5 million to $2.9 million from $1.4 million for the quarter ended March 31, 2002.  The increase is due 
to additional legal fees related to the Company’s current litigation, an increase in insurance costs, an increase in consulting and 
other professional fees, and the increased costs associated with the Chelmsford facility that was acquired as part of the Lightchip 
and Tektronix acquisitions. 
 
Restructuring Charges 
 

In January 2002, the board of directors approved cost reduction initiatives aimed at reducing operating costs. These 
included a reduction in force of 46 employees and contractors and the outsourcing of manufacturing and production for our 
product lines.  All affected employees were terminated in January 2002 and given severance based upon years of service with 

 19



the Company.  The Company recorded a restructuring charge of approximately $1.3 million in the first quarter of 2002.  
Approximately $113,000 related to severance payments, which were extended through December 2003, and settlement costs 
from litigation related to this reduction remained unpaid at March 31, 2003.    

 
In January 2003, the board of directors approved a reduction in workforce of 46 positions, or approximately 24% of the 

Company’s employment base.  This included closing the sales offices located in Brazil, Singapore, India and Australia.  The 
Company recorded a restructuring charge of approximately $1.3 million related to the employment reduction.  The total costs 
associated with the restructuring are expected to be paid by July 2003.  Approximately $300,000 of previously recorded 
restructuring charges related to certain executive severance agreements were reversed in the first quarter of 2003 as the 
timeframe for the reimbursement of these costs expired.  

 
In March 2003, the board of directors approved another reduction in workforce of 12 positions and no restructuring 

charge. 
 

Activity associated with the restructuring charges for the quarter ended March 31, 2003 was as follows: 
 
 Balance at      Balance at 
 December 31,    Payments/  March 31, 
 2002  Additions  Reductions  2003 
 (in thousands) 
Severance  $        342   $   1,203   $      (921)   $     624 
Legal and other expenses           152            48          (131)           69 
  $        494   $   1,251   $   (1,052)   $     693 
 
Impairment of Property and Equipment 
 
 For the quarter ended March 31, 2003, the Company recorded an asset impairment charge of $3.3 million related to 
certain intangible assets and property and equipment acquired from Tektronix in November 2002.  The amount of the 
impairment was determined using estimates of future cash flows expected to be generated from sales of the OTS products.  
There was no corresponding charge for the quarter ended March 31, 2002.   
 
Other Income (Expense), net  
 

Other expense for the quarter ended March 31, 2003 was $615,000 as compared to other income of $174,000 for the quarter 
ended March 31, 2002. The decrease is due to an increase in interest expense associated with capital leases and a decrease in 
interest income. 
 
Provision for Income Taxes 
 

No provision for income taxes was made for the three months ended March 31, 2003 due to the Company’s net loss of $13.2 
million for the period.   Any tax benefits resulting from the Company’s net loss have not been recognized due to a full valuation 
allowance for deferred tax assets being recorded as a result of management’s belief it is more likely than not that future tax 
benefits will not be realized as a result of current and future income.   No provision for income taxes was made for the quarter 
ended March 31, 2002 due to the Company’s net loss of $5.5 million for that period. 

 
Net Loss 
 

Net loss for the quarter ended March 31, 2003 was $13.2 million or $0.42 per diluted share compared with net loss of $5.5 
million or $0.18 per share for the quarter ended March 31, 2002 for the reasons discussed above.   
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LIQUIDITY AND CAPITAL RESOURCES 
 

As of March 31, 2003, the Company’s unrestricted cash and cash equivalents were approximately $124,000, a decrease of 
$2.0 million from unrestricted cash and cash equivalents and short-term investments as of December 31, 2002.  As of March 
31, 2003 the Company's working capital deficit was approximately $9.2 million as compared to $2.3 million at December 31, 
2002. For the quarter ended March 31, 2003, the Company reported net loss of $13.2 million and cash flows used in 
operations of $4.6 million. The Company had an accumulated deficit of $83.2 million at March 31, 2003.   

 
The Company expects to continue to incur operating losses through 2003. Management has taken actions to reduce 

operating expenses and capital expenditures. These actions include restructuring operations to more closely align operating 
costs with revenues.  As further discussed below, our ability to maintain sufficient liquidity in the future is dependent on us 
raising additional capital, resolving outstanding legal actions brought against us, successfully negotiating extended payment 
terms with certain vendors and other creditors, maintaining tight controls over spending, successfully achieving our product 
release schedules and attaining our forecasted sales objectives. 

 
The Company has insufficient short-term resources for the payment of its current liabilities. Various creditors have 

contacted us in order to demand payment for outstanding liabilities owed to them and some creditors have commenced legal 
proceedings against the Company seeking in excess of an aggregate of $24.0 million in damages.  We are in discussions with 
our creditors in order to restructure our outstanding liabilities.  In order to alleviate the Company’s working capital shortfall, 
we are attempting to raise additional debt and/or equity financing.  On April 15, 2003, the Company received a commitment 
letter from Optel for the provision of an $11.96 million credit facility to be secured by substantially all of the Company's 
assets, inclusive of the $3.48 million already extended by Optel as of May 19, 2003.  The closing of the facility is subject to 
the execution of definitive agreements embodying the terms set forth in the commitment letter and containing customary 
representations, warranties and covenants, in light of the financial condition of the Company.    Based upon the recent 
resignation of the Company's chief accounting officer, Optel has advised the Company that it is not prepared to execute a 
definitive loan agreement on the terms contemplated by the commitment letter, unless the Company engages a chief financial 
officer who is reasonably acceptable to Optel, within the next 30 days. If the Company is unable to  engage a suitable chief 
financial officer within such timeframe, Optel has advised the Company that  it will nonetheless be willing to provide an 
uncommitted facility for the same amount and on similar terms, except that draws under the facility will be subject to Optel's 
approval, in its sole discretion. 

 
The Company’s ability to meet cash requirements over the next twelve months is dependent on our ability to draw funds 

under the Optel facility, raise additional capital, successfully negotiate extended payment terms with certain vendors, and 
attaining our forecasted sales objectives.  The Company is currently exploring various financing alternatives, including other 
equity or debt issuances (the “Financing Sources”).  The Company has also engaged Raymond James & Associates, Inc. to 
review strategic alternatives available to it.   
 

There can be no assurance, however, that Digital can raise additional financing from Optel or from any other source on 
terms favorable to it, or at all, that Digital's creditors will agree to any restructuring of outstanding liabilities, or that any other 
strategic alternatives will be identified. If the Company is unable to secure adequate Financing Sources on terms acceptable to 
the Company, is unable to successfully renegotiate trade payables and lease obligations or identify any other strategic 
alternative, then it expects that it will not have sufficient cash to fund its working capital and capital expenditure requirements 
for the near term. 

 
Although the Company is working to raise additional capital, we cannot assure you that these efforts will be successful 

and that we will achieve profitability or, if we achieve profitability, that it will be sustainable, or that we will continue as a 
going concern.  As a result, our independent certified public accountants have included an explanatory paragraph for a going 
concern matter in their report for the year ending December 31, 2002 that was included in our Annual Report on Form 10-K 
filed on April 15, 2003. 

 
Operating Activities 
 

Net cash used by operating activities for the three months ended March 31, 2003 was $4.6 million. This was primarily the 
result of the net loss of $13.2 million and increases in prepaid and other assets of $3.3 million.  These were partially offset by 
non-cash expenses consisting primarily of a restructuring charge of $1.0 million, depreciation and amortization of $1.1 
million, and $3.3 million impairment of long-lived assets along with a decrease in accounts receivable of $1.6 million, a 
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$770,000 decrease in inventory, and an increase in accounts payable and accrued expenses of $4.0 million. 
 

 
 
Investing Activities 
 

Net cash provided by investing activities for the three months ended March 31, 2003 was $2.5 million.  This was 
primarily the result of  the liquidation of approximately $1.6 million of the company’s short-term investments and the 
$800,000 repayment of a note receivable. 

 
Financing Activities 
 

Net cash provided by financing activities for the three months ended March 31, 2003 was $1.6 million.  This was 
primarily the result of a $2.9 million in notes payable to a related party offset by principal payments of $1.0 million on notes 
payable to a related party and approximately $300,000 on capital lease obligations.   

 
Revolving Credit Facility 
 

In April 2002, the Company entered into a Revolving Credit and Security Agreement (the “Agreement”) with Wachovia 
Bank (the “Bank”).  The terms of the Agreement provide the Company with a $27.5 million line of credit at LIBOR plus 
0.7% collateralized by the Company’s cash and cash equivalents and short-term investments.   The advance rate varies 
between 80% and 95% and is dependent upon the composition and maturity of the available collateral.  An availability fee of 
0.10% per annum is payable quarterly based on the Average Available Principal Balance (as defined in the Agreement) for 
such three months.  The Agreement has an initial term of three years.  The Agreement may be terminated by the Company at 
any time upon at least fifteen days prior written notice to the Bank, and the Bank may terminate the Agreement at any time, 
without notice upon or after the occurrence of an event of default.  At March 31, 2003, there were approximately $2.0 million 
of letters of credit outstanding under this facility secured by approximately $2.2 million of the Company’s cash and cash 
equivalents which were classified as restricted at March 31, 2003.  The Company currently has no additional borrowing 
capacity under this facility.   
 
Legal Proceedings 
 

A judgment for $5.2 million inclusive of interest and costs was granted against the Company during 2002 in connection 
with a dispute with Seth P. Joseph, a former employee of the Company.  The Company posted a $4.8 million bond to enable it 
to appeal the arbitrator’s award.  In January 2003, the Company paid $1.0 million into an escrow account for legal fees and 
interest associated with this action.  A hearing for the appeal was held on April 15, 2003.  

 
On April 23, 2003, the appellate court affirmed the decision and judgment of the Circuit Court.  As a result of the 

appellate court's decision, which will not be appealed further by the Company, the Company was required to pay the amount 
of the judgment on May 9, 2003.  The Company was unable to make this payment on May 9, 2003, and expects Mr. Joseph to 
petition enforcement of the judgment against the bonding company.  If this occurs, then the Company intends to seek to 
restructure this liability with the bonding company.  There can be no assurance, however, that the bonding company will agree 
to restructure this liability on terms acceptable to the Company or that the bonding company will not exercise its legal rights 
to enforce payment. 

 
Mr. Joseph has also filed motions seeking the award of additional fees and costs incurred by him in connection with the 

judgment.  Although the court has determined that Mr. Joseph is entitled to an award for these fees and costs, the amount of 
the award has not yet been determined.  A hearing to determine the amount of the award has been scheduled in June 2003.  

On May 14, 2003, the Company and Mr. Joseph agreed to the release of the $1.0 million deposited into the escrow account, 
and the Company received $118,000 of the escrowed funds.  The balance of the account was disbursed to Mr. Joseph. 
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Item 3.  Quantitative and Qualitative Disclosures About Market Risk. 
 

We are not exposed to material fluctuations in currency exchange rates because the majority of our sales and expenses are 
denominated in U.S. dollars.  We are exposed to the impact of interest rate changes on our short-term cash investments, consisting 
of U.S. Treasury obligations and other investments in institutions with the highest credit ratings, all of which have maturities of 
three months or less. These short-term investments carry a degree of interest rate risk.  We believe that the impact of a 10% 
increase or decline in interest rates would not be material to our investment income.  
 
Item 4.  Controls and Procedures 
    

(a) Evaluation of disclosure controls and procedures.  Our chief executive officer and our chief financial officer, after 
evaluating the effectiveness of our “disclosure controls and procedures” (as defined in the Securities Exchange Act of 1934, Rules 
13a-14(c) and 15d-14(c)) as of the a date (the “Evaluation Date”) within 90 days before the filing date of this quarterly report, 
have concluded that as of the Evaluation Date, our disclosure controls and procedures were adequate and designed to ensure that 
material information relating to us would be made known to them by others within the Company so that we are able to record, 
process, summarize and disclose such information in the reports we file with the SEC within the time periods specified in the 
SEC’s rules and forms. 

 
(b) Changes in internal controls.  There were no significant changes in our internal controls or to our knowledge, in other 

factors that could significantly affect our disclosure controls and procedures subsequent to the Evaluation Date. 
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PART II 
  
 OTHER INFORMATION 
 
Item 1.  Legal Proceedings 
 

On November 23, 1999, Seth P. Joseph, a former officer and director of the Company, commenced arbitration 
proceedings against the Company alleging breach of his employment agreement and stock option agreements, violation of the 
Florida Whistleblower statute and breach of an indemnification agreement and the Company’s bylaws. As relief, Mr. Joseph 
sought $500,000, attorneys’ fees, interest and stock options for 656,666 shares of the Company’s common stock exercisable 
at a price of $5.25 per share. The Company filed an answer denying Mr. Joseph's allegations and alleging multiple affirmative 
defenses and counterclaims. The Company's counterclaims against Mr. Joseph sought repayment of loans totaling 
approximately $113,000 plus interest.  Mr. Joseph subsequently dismissed without prejudice all of his claims other than his 
claim under the Whistleblower Statute.  The arbitration hearing on Mr. Joseph’s Whistleblower claim and the Company’s 
counterclaims concluded on October 5, 2001. The parties submitted proposed findings to the arbitrator on October 17, 2001. 
As part of his proposed findings, Mr. Joseph sought an award of $48 million and attorneys’ fees and costs.  On November 9, 
2001, the Company was notified of the arbitrator's decision which awarded Mr. Joseph the sum of approximately $3.7 million 
and attorneys’ fees and costs.  On December 20, 2001, the arbitrator issued a corrected award and awarded Mr. Joseph the 
sum of $3.9 million and attorneys’ fees and costs in amounts yet to be determined.  On January 23, 2002, Mr. Joseph filed a 
motion seeking the award of $1.1 million in attorneys’ fees, costs and interest thereon.  On July 18, 2002, the arbitrator issued 
an award to Mr. Joseph of $575,000 for attorneys’ fees, $165,000 for costs, $10,000 for a portion of the arbitrator fees, plus 
interest from November 1, 2001 until paid. 
 

On December 26, 2001, the Company filed a petition to vacate or modify the arbitration award in the Circuit Court of the 
Sixth Judicial Circuit, Pinellas County, Florida, in an action entitled Digital Lightwave, Inc. v. Seth P. Joseph, Case No. 01-
9010C1-21.  The Company filed an amended petition on December 26, 2001, following the corrected arbitration award.  
Subsequently, Mr. Joseph filed a cross-motion to confirm the arbitration award.  On March 26, 2002, the Court denied the 
Company's petition to vacate the arbitration award, granted Mr. Joseph’s cross-motion to confirm the award, and entered a 
judgment in favor of Mr. Joseph in the amount of $4.0 million including interest.  On April 4, 2002 the Company posted a 
civil supersedeas bond in the amount of $4.8 million, which represents the amount of the judgment plus two times the 
estimated interest, to secure a stay of enforcement of the Circuit Court judgment pending the Company’s appeal.  In January 
2003, the Company paid approximately $1.0 million into an escrow account for Mr. Joseph’s legal fees and interest on the 
balance recorded by the Company in 2002.  The Company appealed the decision and judgment of the Circuit Court. Oral 
arguments were heard on April 15, 2003.  On April 23, 2003, the appellate court affirmed the decision and judgment of the 
Circuit Court.   

 
As a result of the appellate court's decision, which will not be appealed further by the Company, the Company was 

required to pay the amount of the judgment on May 9, 2003.  The Company was unable to make this payment on May 9, 
2003, and expects Mr. Joseph to petition enforcement of the judgment against the bonding company.  If this occurs, the 
Company intends to seek to restructure this liability with the bonding company.  There can be no assurance, however, that the 
bonding company will agree to restructure this liability on terms acceptable to the Company or that the bonding company will 
not exercise its legal rights to enforce payment.  

  
On May 14, 2003, the Company and Mr. Joseph agreed to the release of the $1.0 million deposited into the escrow account, 

and the Company received $118,000 of the escrowed funds.  The balance of the account was disbursed to Mr. Joseph. 
 
In April 2003, CIT Technologies Corporation served the Company with a complaint commenced in the Circuit Court for 

Pinellas County, Florida.  This complaint was filed in connection with the non-payment of monies due for equipment provided 
under various agreements between CIT and the Company.  The complaint seeks, among other things, damages of in excess of $16.5 
million as well as the return of all equipment provided. The Company disputes such amounts and is in discussion with CIT, along 
with its other creditors, in order to restructure its outstanding liabilities.  There can be no assurances that such discussions will be 
successful. 

 
In April 2003, Lightwave Drive, LLC commenced a state court action against the Company relating to the Company's lease of 

real property from Lightwave Drive, LLC.  The suit was filed in Pinellas County, Florida.  Lightwave Drive, LLC seeks damages of 
approximately $148,000 per month for non-payment of rent in March and April 2003.  The Company is in discussions with 
Lightwave Drive, LLC regarding settlement of the claims.  There can be no assurances that such discussions will be successful. 
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In April 2003, Insight Electronics commenced a state court lawsuit against the Company in Pinellas County, Florida.  The 

complaint was filed in connection with unpaid invoices.  Insight Electronics seeks damages in excess of $40,000.  The Company 
disputes the claims and is in discussions with Insight Electronics.  There can be no assurances that such discussions will be 
successful. 

 
In March 2003, Jabil commenced an arbitration proceeding against the Company with the American Arbitration 

Association. The arbitration was commenced in connection with the non-payment of amounts due under a manufacturing 
agreement between Jabil and the Company.  Jabil claims damages in excess of $6.7 million for unpaid invoices, termination 
charges and costs and charges relating to the cessation of manufacturing.  Jabil also seeks recovery of interest, costs and 
expenses.  The Company is in discussion with Jabil, along with its other creditors, in order to restructure its outstanding 
liabilities.  There can be no assurances that such discussions will be successful.  

 
In February 2003, Micron Optics, Inc. commenced mediation proceedings in Atlanta, Georgia against the Company with 

the American Arbitration Association.  The mediation was commenced in connection with the breach of contract, including 
non-payment of amounts due, under a Collaboration & Distribution Agreement between Micron and the Company.  Micron is 
seeking damages in excess of $500,000.  Mediation was unsuccessful.  Accordingly, the dispute has been submitted to binding 
arbitration pursuant to the agreement.   The Company is in discussion with Micron, along with its other creditors, in order to 
restructure its outstanding liabilities.  There can be no assurance that such discussions will be successful. 

 
In July 2002, an employee terminated as part of the Company's January 2002 restructuring initiatives filed a lawsuit 

claiming wrongful discharge.  Plaintiff seeks damages in excess of $75,000.  The Company has responded to the complaint 
and denied the substantive allegations therein.  The Company intends to vigorously defend the action. 

 
Numerous creditors have sent demand letters threatening legal proceedings if they are not paid.  The Company is seeking 

to reach accommodations with such creditors. 
 
The Company from time to time is involved in various other lawsuits and actions by third parties arising in the ordinary 

course of business.  The Company is not aware of any additional pending litigation, claims or assessments that could have a 
material adverse effect on the Company's business, financial condition and results of operations.  

 
 
Item 5.   Other Information 
 

On May 14, 2003, the Company borrowed an additional $400,000 from Optel, LLC, an entity controlled by Digital's 
majority stockholder and current chairman of the board of directors, Dr. Bryan Zwan ("Optel") pursuant to a Secured 
Promissory Note (the“Seventh Note”).  On May 19, 2003, the Company borrowed $620,000 from Optel pursuant to a Secured 
Promissory Note (the “Eighth Note”).  The Seventh Note and Eighth Note bear interest at an annual rate of 10%, mature on 
July 31, 2004, unless certain specified events occur accelerating their maturity and are secured by a first priority security 
interest in substantially all of the assets of Digital pursuant to the Sixth Amended and Restated Security Agreement, dated as 
of May 14, 2003, the Seventh Amended and Restated Security Agreement, dated as of May 19, 2003 and may be prepaid at 
any time without penalty.  

Digital intends to use the proceeds from the Seventh and Eighth Notes for general corporate and working capital 
purposes. The Note matures on July 31, 2004, unless certain specified events occur accelerating their maturity.  

The Seventh Note, the Eighth Note, the Sixth Amended and Restated Security Agreement, and the Seventh Amended and 
Restated Security Agreement are attached hereto as exhibits and are incorporated herein by reference. The foregoing summary 
does not purport to be complete and is qualified in its entirety by references to such documents.  

On May 7, 2003, Joseph Ebner, the Company’s Vice President, Controller and Chief Accounting Officer submitted his 
resignation in order to pursue other interests. 

 
The Company is subject to Nasdaq rules on corporate governance, including audit committee composition of at least three 

independent directors. Our audit committee currently does not comply with the audit committee requirements.  Our 
noncompliance with the audit committee requirements under Maintenance Standard 1 and other continued listing requirements 
may result in a delisting from the Nasdaq National Market.  Nasdaq has provided the Company with an extension of time to 
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regain compliance with the continued listing requirements.  The Company has until May 27, 2003 to identify an additional 
independent director and submit such information to Nasdaq.   

 
In the event our shares are delisted from the Nasdaq National Market, we will attempt to have our common stock traded 

on the Nasdaq SmallCap Market.  In addition, if our common stock was delisted, it would seriously limit the liquidity of our 
common stock and impair our ability to raise future capital through the sale of our common stock, which could have a 
material adverse effect on our business, financial condition and results of operations. Delisting could reduce the ability of 
holders of our common stock to purchase or sell shares as quickly and as inexpensively as they have done historically, and 
may have an adverse effect on the trading price of our common stock.  
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Item 6.  Exhibits and Reports on Form 8-K 
 

(a) Exhibits 
 
 A list of exhibits is set forth in the Exhibit Index found on page 30 of the report. 
 

(b)  Reports on Form 8-K.  
 

(i) Current Report on Form 8-K dated as of April 23, 2003, and filed on May 8, 2003, pursuant to Item 5, 
disclosing the Seth Joseph Matter and the $500,000 loan from Optel, LLC. 
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SIGNATURES 
 

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the following 
persons on behalf of the Registrant and in the capacities and on the dates indicated. 
 
       Digital Lightwave, Inc. 
       (Registrant) 
 

      By: /s/ JAMES GREEN                                                       
        James Green 
        Chief Executive Officer and President 
        (Principal Executive Officer) 
        (Principal Financial Officer)* 
 
        Date:  May 20, 2003 
 
 
 
___________________ 
 
* The Company’s Chief Financial Officer resigned recently.  Mr. Green is performing the functions of the principal financial 
officer until the Company appoints a successor Chief Financial Officer. 
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CERTIFICATIONS 
 
 
I, James Green, certify that: 
 
1. I have reviewed this quarterly report on Form 10-Q of Digital Lightwave, Inc.; 
 
2. Based on my knowledge, this quarterly report does not contain any untrue statement of a material fact or omit to state a 

material fact necessary to make the statements made, in light of the circumstances under which such statements were made, 
not misleading with respect to the period covered by this quarterly report; 

 
3. Based on my knowledge, the financial statements, and other financial information included in this quarterly report, fairly 

present in all material respects the financial condition, results of operations and cash flows of the registrant as of, and for, 
the periods presented in this quarterly report; 

 
4. The registrant's other certifying officers and I are responsible for establishing and maintaining disclosure controls and 

procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and we have: 
 
 a) Designed such disclosure controls and procedures to ensure that material information relating to the registrant, 

including its consolidated subsidiaries, is made known to us by others within those entities, particularly during 
the period in which this quarterly report is being prepared; 

 
b) Evaluated the effectiveness of the registrant's disclosure controls and procedures as of a date within 90 days 

prior to the filing date of this quarterly report (the "Evaluation Date"); and 
 

 c) Presented in this quarterly report our conclusions about the effectiveness of the disclosure controls and 
procedures based on our evaluation as of the Evaluation Date; 

 
5.  The registrant's other certifying officers and I have disclosed, based on our most recent evaluation, to the registrant's 

auditors and the audit committee of registrant's board of directors (or persons performing the equivalent function): 
 
 a)  All significant deficiencies in the design or operation of internal controls which could adversely affect the 

registrant's ability to record, process, summarize and report financial data and have identified for the 
registrant's auditors any material weaknesses in internal controls; and 

 
 b) Any fraud, whether or not material, that involves management or other employees who have a significant role 

in the registrant's internal controls; and 
 
6.  The registrant's other certifying officers and I have indicated in this quarterly report whether or not there were significant 

changes in internal controls or in other factors that could significantly affect internal controls subsequent to the date of our 
most recent evaluation, including any corrective actions with regard to significant deficiencies and material weaknesses. 

 
Date: May 20, 2002 
 
                                               /s/ JAMES GREEN                                                  

        James Green 
        Chief Executive Officer and President 
        (Principal Executive Officer and  
        Principal Financial Officer)* 
 
___________________ 
 
* The Company’s Chief Financial Officer resigned recently.  Mr. Green is performing the functions of the principal financial 
officer until the Company appoints a successor Chief Financial Officer.
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EXHIBIT INDEX 

 
Exhibit 
Number 

  
Description 

   
10.1+  Secured Promissory Note, dated May 14, 2003, between the Company and Optel, LLC. 
10.2+  Sixth Amended and Restated Security Agreement, dated as of May 14, 2003, between the Company and 

Optel, LLC. 
10.3+  Secured Promissory Note, dated May 19, 2003, between the Company and Optel, LLC. 
10.4+  Seventh Amended and Restated Security Agreement, dated as of May 19, 2003, between the Company and 

Optel, LLC. 
   
99.1+  Certification by CEO and CFO Pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the 

Sarbanes-Oxley Act of 2002 
____________ 
 
+     Indicates such exhibit is filed herewithin. 
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